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The Auditing Practices Board

The Auditing Practices Board (APB), which is part of the Financial Reporting Council
(FRC), prepares for use within the United Kingdom and Republic of Ireland:

e Standards and guidance for auditing;

e Standards and guidance for reviews of interim financial information performed by the
auditor of the entity;

e Standards and guidance for the work of reporting accountants in connection with
investment circulars; and

e Standards and guidance for auditors’ and reporting accountants’ integrity, objectivity and
independence

with the objective of enhancing public confidence in the audit process and the quality and
relevance of audit services in the public interest.

The APB comprises individuals who are not eligible for appointment as company auditors,
as well as those who are so eligible. Those who are eligible for appointment as company
auditors may not exceed 40% of the APB by number.

Neither the APB nor the FRC accepts any liability to any party for any loss, damage or costs
howsoever arising, whether directly or indirectly, whether in contract, tort or otherwise from
any action or decision taken (or not taken) as a result of any person relying on or otherwise
using this document or arising from any omission from it.

The purpose of Practice Notes issued by the APB is to assist auditors in applying auditing
standards of general application to particular circumstances and industries.

Practice Notes are persuasive rather than prescriptive. However, they are indicative of good
practice. Auditors should be aware of and consider Practice Notes applicable to the
engagement.

This Practice Note, when finalised, will replace the previous Practice Note 19 which was
issued in January 2007.

© FRC 2010




INVITATION TO COMMENT

This consultation draft is issued by the Auditing Practices Board (APB) for public comment.
It updates the guidance relating to the audit of banks and building societies in the United
Kingdom for the new, clarified, International Standards on Auditing (ISAs) (UK and Ireland)
that were issued in October 2009 and for changes in legislation. The APB has also revised
and enhanced the guidance in a number of areas, including:

e Broadening the scope of the guidance. The current Practice Note 19 is focussed on
‘deposit takers’. However, the guidance is relevant to banking activities beyond
deposit taking and the wording of the proposed revised Practice Note has been
updated to reflect that.

e Adding guidance on bilateral and other periodic meetings between auditors and the
FSA (see paragraphs 88 — 97).

¢ Including examples provided by the FSA of areas where a duty to report to the FSA
may arise (Appendix 7).

e Updating the guidance on auditing accounting estimates, including consideration of
impairment provisions (see paragraphs 163 — 171) and consideration of the
consistency of valuations (see paragraphs 175 and 178). Additional guidance on
auditing valuations of complex financial instruments, including where models are
used, is provide in Practice Note 23 which was revised in 2009 — that guidance is not
duplicated in this Practice Note, although cross references are given (see paragraph
177).

e Adding guidance on assessing the disclosures the entity has made relating to
accounting estimates and estimation uncertainty (see paragraphs 180 — 183).

e Expanding the guidance on consideration of possible management bias (see
paragraphs 184 — 188).

The APB develops guidance in Practice Notes to assist auditors apply ISAs (UK and Ireland)
and to indicate best practice in other areas; Practice Notes reflect existing auditing standards
and regulatory requirements. They do not introduce new or additional standards or otherwise
increase the regulatory burden on auditors.

Whilst the APB has not undertaken a formal regulatory impact assessment, the APB does not
believe that the application of the guidance in this consultation draft will significantly
increase audit costs but invites the views of commentators on this point. If commentators do
believe there is a cost impact it would be appreciated if the specific aspect of the guidance
could be identified and, as far as possible, the nature and quantum of the additional costs
described. The APB will evaluate any comments on incremental costs before finalising the
Practice Note.

You are invited to send written comments on any aspect of the consultation draft to APB.
APB would like to receive comments from those who agree with the consultation draft as



well as from those who do not. Your comments will be most helpful if they refer to the
relevant paragraphs and are supported by reasoning.

FSA / FRC Consultation on enhancing the auditor’s contribution to prudential
regulation

On 29" June 2010 the FSA and FRC issued a joint Discussion Paper to stimulate debate and
obtain views on ‘Enhancing the auditor’s contribution to prudential regulation.” The
comment period for that consultation ends on 29 September 2010. Given the relevance of
this discussion paper to the audit of banks, the APB will also have regard to the responses to
that consultation to consider whether there are matters that could helpfully be addressed in
the guidance in Practice Note 19 when it is finalised. The APB does not expect to re-
expose Practice Note 19 for any such changes. Commentators with an interest in Practice
Note 19 are therefore advised to also consider the issues raised in the joint Discussion Paper.

Restructuring of the FSA

In June 2010 the UK Government announced that the FSA would be restructured in 2012. In
preparation for this the FSA has indicated that it will undertake a reorganisation in 2011.

The APB intends to update the references to the FSA within Practice Note 19 at the
appropriate time. The APB will only consult on this update if there associated changes in the
regulations that have a substantive effect on the audit.

APB would prefer to receive letters of comment in an electronic form that facilitates ‘copy
and paste’: these may be sent by e-mail to k.billing@frc-apb.org.uk. If this is not possible,
please send letters of comment to:

Keith Billing

Project Director

The Auditing Practices Board
5™ Floor

Aldwych House

71-91 Aldwych

London WC2B 4HN

Letters of comment should be sent so as to be received no later than 29 October 2010. All
comments will be regarded as being on the public record, unless otherwise requested, and
will be posted to APB’s website soon after receipt.
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Preface

This Practice Note contains guidance on the application of auditing standards issued by the
Auditing Practices Board ('the APB') to the audit of banks and building societies in the
United Kingdom (UK). In addition a number of other entities, for example consumer finance
companies, compete with banks in areas of banking business outside of deposit taking and
auditors of such entities may find the guidance in this Practice Note helpful. A bank or
building society can also be an ‘authorised firm’ in the context of regulation under the
Financial Services and Markets Act 2000.

The Practice Note is supplementary to, and should be read in conjunction with, International
Standards on Auditing (ISAs) (UK and Ireland), that apply to audits of financial statements
for periods ending on or after 15 December 2010. This Practice Note sets out the special
considerations relating to the audit of banks and building societies which arise from
individual ISAs (UK and Ireland) listed in the contents. It is not the intention of the Practice
Note to provide step-by-step guidance to the audit of banks and building societies so where
no special considerations arise from a particular ISA (UK and Ireland), no material is
included.

Auditors of banks need to be aware of the specific regulatory requirements, including capital
adequacy requirements, that apply to banks, some of which impact on the auditor. This
Practice Note gives guidance on these. Other particular areas of bank accounts that can
necessitate special audit considerations are those that require preparers to exercise significant
judgement, particularly the valuation of complex financial instruments and the calculation of
impairment provisions for loan portfolios. Many banks have extensive trading portfolios of
derivatives and other complex financial instruments and so this Practice Note should be read
in conjunction with PN23 (Revised) — Auditing Complex Financial Instruments. The
valuation of complex financial instruments is an area where the auditor may need to consider
the use of specialist staff.

One further important area where the nature of banking business requires special
consideration is in the assessment of going concern and disclosure of related liquidity risks.

The term “Investment Bank” is commonly used to refer to entities that are engaged in
primary or secondary trading in the debt, equity and commodity markets or in the provision
of corporate finance advice. Many of these entities are banks, i.e. they hold an authorisation
to accept deposits but some are not and so the term investment bank can be confusing. This
practice note together with PN23 (Revised) considers issues relating to the principal
secondary market trading activities of such entities but does not include any special
considerations relating to primary market activities or the specialist nature of commodity
trading.

This Practice Note has been prepared with advice and assistance from staff of the FSA and is
based on the legislation and regulations in effect at [30 July 2010].

The Auditing
Practices Board
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Introduction

1. Banks can operate in the UK as:

. a company incorporated in the UK which is authorised” by the FSA to accept
deposits, which is required to comply with BIPRU and is not a building society
(‘UK bank’);

. a UK branch of an entity incorporated outside the EEA, authorised by the FSA
to accept deposits and which is required to comply with BIPRU (‘non EEA
bank’);

. a UK branch of a credit institution incorporated in the EEA which has exercised
EEA Passport rights® to carry on regulated activities in the UK (‘EEA bank’)

A building society is a mutual society incorporated under the Building Societies Act
1986 (‘BS Act 86°) - (‘building society”’).

Auditors of entities that carry out similar business to banks and building societies but
do not take deposits may find the guidance in this Practice Note useful.

2. This Practice Note addresses the responsibilities and obligations of the auditor
concerning:

. the audit of the financial statements in accordance with the Companies Act
2006° (‘CA2006”) and Large and Medium-sized Companies and Groups
(Accounts and Reports) Regulations 2008* (‘Companies and Groups Accounts
Regulations 2008’)- applicable to UK banks;

. the audit of the financial statements in accordance with BS Act 1986 and
Building Societies (Accounts and Related Provisions) Regulations 1998° (‘BS
Accounts Regulations 1998’) and related obligations — applicable to building
societies;

. the right and duty to report direct to the Financial Services Authority® (‘FSA’) in
certain circumstances - applicable to UK banks, non EEA banks, building
societies and to EEA banks with top-up permissions’;

1 Authorised under FSMA 2000 to undertake regulated activities.

Exercising passport rights entitles an entity incorporated in one EEA member state (“home country’) who is

authorised to conduct one or more regulated activities subject to the passport rights in the home country to

establish a branch and carry out those regulated activities in another EEA member state (‘host country”)

without the need to be authorised by the host country supervisor, (in the UK the FSA) in respect of

activities that are subject to the passport rights.

Banks which are incorporated in the United Kingdom are subject to the provisions of the Companies Act

2006.

*S12008/410

> 511998/504 (as amended).

¢ Provide for in 342 and s343 FSMA 2000 and Financial Services and Markets Act 2000 (Communications
by Auditors) Regulations 2001 (S1 2001/2587).

The Auditing
Practices Board
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. reporting on interim profits for the purposes of their inclusion in capital
resources. This is applicable to UK banks and building societies but required
only if requested by the entity; and

. reporting on a statement of particulars of transactions and arrangements
concerning directors under s78(9) BS Act 86 applicable to building societies.

Non EEA banks and EEA banks are not subject to the audit provisions of the CA2006
and so the terms of engagement are a matter of contract between the auditor and their
client who may, for example, be local or head office management or the EEA/non
EEA bank's home country auditor. Such engagements take many different forms: the
auditor may be asked to report on the financial statements of the UK branch or only on
particular aspects thereof, and the form of their opinion will also vary from case to
case. The auditor undertaking such an assignment does not have to apply ISAs (UK
and Ireland) unless required to by the terms of engagement but, if they are not applied,
the auditor may find some of the guidance in this Practice Note of assistance.

In addition to accepting deposits, banks and building societies may also undertake
other activities regulated under the Financial Services and Markets Act 2000 (FSMA
2000) for which Part IV permissions® from the FSA are required. This may include one
of more forms of investment business or insurance intermediation. These regulated
activities are subject to FSA conduct of business rules and can give rise to auditor
reporting responsibilities concerning client assets. This can occur even where the
entity is not authorised to hold client assets — a negative assurance report. These
reporting responsibilities are addressed in Practice Note 21: The audit of investment
businesses in the United Kingdom (Revised)®. In addition, banks and building societies
may also undertake regulated mortgage activity. While this also requires separate Part
IV permissions and is also subject to FSA conduct of business rules, no auditor
reporting obligations arise in relation to client assets.

The scope of the statutory audit of a UK bank's financial statements is no different
from that of the generality of companies incorporated in the UK. Concerning a
building society, in addition to the financial statements and the directors’ report the
auditor also reports on an annual business statement which accompanies the financial
statements. Further, the auditor of a building society is required to report on the
summary financial statement that all building societies are obliged to prepare and send
to all those members entitled to receive notice of the Annual General Meeting (an
option to prepare summary financial statements, rather than a requirement to do so, is
available under CA2006 to listed companies including listed UK banks).

A Part IV permission granted by the FSA to an EEA bank to enable it to undertake a UK regulated activity
in the UK for which authorisation to undertake the activity in the home country is not required by the home
country supervisor.

A permission granted by FSA under Part IV FSMA 2000 permitting an authorised firm to carry on
regulated activities as specified in the FSMA 2000 Regulated Activities Order SI 2001/544 as amended.
Further guidance is included in ICAEW TECH 1/06: Interim guidance for auditors of insurance
intermediaries on client asset reporting requirements.

The Auditing
Practices Board
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Legislative and regulatory framework

6.

The legal and regulatory framework within which banks and building societies operate
in the UK is summarised in the following paragraphs.

Financial statements

7.

10.

The form and content of the financial statements of UK banks prepared under UK
GAARP is governed by the CA2006, Statements of Standard Accounting Practice
(‘SSAPs’), Financial Reporting Standards (‘FRSs”) and UITF Abstracts. The
prescribed format for a UK banks' financial statements that comply with UK GAAP is
set out in the Companies and Groups Accounts Regulations 2008 made under Part 15
CA2006. However, listed UK groups (including listed UK banking groups) must
prepare consolidated financial statements in accordance with those International
Financial Reporting Standards adopted by the European Union (EU IFRSs)™ and those
parts of CA2006 applicable to companies reporting under EU IFRSs. UK companies or
non listed groups, including UK banks and banking groups, are permitted to
voluntarily adopt EU IFRSs for their financial statements.

The form and content of a building society's financial statements prepared under UK
GAAP are prescribed in the BS Accounts Regulations 1998 made under s72C BS Act
1986. These are similar to the Companies and Groups Accounts Regulations 2008
applicable to UK banks. As for UK banks, building societies apply FRSs, SSAPs and
UITF abstracts when reporting under UK GAAP. Building societies with listed
securities, including permanent interest-bearing shares, are also required to apply EU
IFRSs in their consolidated financial statements. Like UK companies, building
societies may also voluntarily adopt EU IFRSs for their entity financial statements.

In addition to financial statements and a directors’ report, building societies are also
required, by BS Act 1986, to prepare:

. an annual business statement — part of the annual report (s74 BS Act 1986); and
. a summary financial statement (s76 BS Act 1986).

The ASB has stated that it intends ultimately to converge UK GAAP with IFRS.
Current ASB proposals envisage a differential reporting regime based on public
accountability. This will result in all UK banks and building societies having to apply
EU IFRS. However these proposals have yet to be finalised and the timetable for this
has yet to be determined. In the meantime, UK Accounting Standards covering
financial instruments that are consistent with IFRS™ have been issued but are subject
to complex rules as to which entities they apply to and when. As the activities of UK
banks and building societies largely comprise financial instruments the auditor

10
11

Article 4 of EC Regulation 1606/2002 as acknowledged in s403 CA2006 — the IAS Regulation.
International Financial Reporting Standards.

The Auditing
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considers carefully which of the various accounting standards and BBA SORPs'?
apply to the entity being audited.

The British Bankers Association has published a [draft] Code for Financial Reporting
Disclosures (the Code). This sets out key principles for disclosure and also establishes
a process for banks to consider areas of topical interest that may have an impact on
financial reporting disclosures and how to enhance the ability to make comparisons
across the banking sector. Each bank subscribing to the Code, states as such in its
annual report. Auditors need to be alert to any disclosures that will follow from the
Code each year.

Financial Services and Markets Act 2000

12.

13.

14.

15.

16.

FSMA 2000 sets out the high level regulatory framework for the financial sector more
generally and does not relate just to banks and building societies. Appendix 2 sets out

the main parts of FSMA 2000 relevant to authorised firms which are banks or building
societies.

The wide scope of FSMA 2000 reflects the FSA's extensive responsibilities. These are
set out in FSMA 2000 as regulatory objectives covering:

. market confidence;

- financial stability®;

. public awareness (this is to be removed*);
. the protection of consumers; and

. the reduction of financial crime

FSMA 2000 covers not only the regulation and supervision of financial sector entities
but also other issues such as official listing rules, business transfers, market abuse,
compensation and ombudsman schemes, investment exchanges and clearing houses.

FSMA 2000 is also supported by a large number of statutory instruments. Significant
components of the definition and scope of the regulatory framework are contained in
the main statutory instruments. A list of important provisions of FSMA 2000 and a list
of statutory instruments relevant to the auditor is included in Appendix 3.

Under Part X FSMA 2000 the FSA has the power to make 'rules'. The legal effect of a
rule varies depending on the power under which it is made and on the language used in
the rule. Rules are mandatory unless a waiver has been agreed with the FSA. If an
authorised firm contravenes a rule it may be subject to enforcement action and
consequent disciplinary measures under Part XIV FSMA 2000. Furthermore, in certain

12

13
14

Statements of Recommended Practice issued by the British Bankers' Association and Irish Bankers'
Federation.

As from 8 April 2010; inserted by Financial Services Act 2010, section 1.

This objective will be omitted on the commencement of section 2(2) of the Financial Services Act 2010;
the Act provides for the establishment of a consumer financial education body.

The Auditing
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circumstances an authorised firm may be subject to an action for damages under s150
FSMA 2000. In contrast, guidance is generally issued to throw light on a particular
aspect of regulatory requirements, and is not binding. However if an authorised firm
acts in accordance with it in the circumstances contemplated by that guidance, the FSA
will proceed on the basis that the authorised firm has complied with the rule to which
the guidance relates.

17. Rules made by the FSA and associated guidance are set out in the FSA Handbook of
Rules and Guidance (‘the FSA Handbook’) (see Appendix 4). The main FSA systems
and control requirements are set out in the Senior management arrangements, systems
and controls element of the high level standards block of the FSA Handbook
(‘SYSC).

18. The FSA Handbook is subject to periodic change (e.g. as a result of the
implementation of the Capital Requirements Directive (‘CRD’) and the Market in
Financial Instruments Directive (‘MiFID’) in the UK). The auditor considers carefully
which parts of what sourcebook apply to the entity.

19. Itis clearly unrealistic to expect all members of an audit engagement team to have
detailed knowledge of the entire Handbook; rather ISA (UK and Ireland) 250 Section
B requires the level of knowledge to be appropriate to an individual's role in the audit
and sufficient (in the context of that role) to enable them to identify situations which
may give reasonable cause to believe that the matter should be reported to a regulator.
ISA (UK and Ireland) 220 requires the auditor to establish procedures to facilitate
consultation and, thereby, to draw on the collective expertise and specialist technical
knowledge of those beyond the engagement team of the auditor.

Prudential requirements

20. Banks and building societies are subject to certain prudential requirements which are
detailed in GENPRU™ and BIPRU. These include capital adequacy, liquidity®, large
exposures (concentration risk) and additional related aspects of systems and controls
not covered in SYSC. There are also certain specific prudential measures applied by
the FSA which entities are required to report to the FSA via prudential returns. The
main measures include:

. capital adequacy — ensuring sufficient capital resources in relation to risk
requirements to absorb losses;

. liquidity — ensuring sufficient liquid assets or maturing assets to meet liabilities
as they fall due; and

. large exposures — avoiding undue credit risk concentrations.

15
16

General Prudential sourcebook.
The FSA’s new prudential liquidity regime is provided in BIPRU 12; transitional arrangements currently
govern the transition from the regime contained in IPRU(BANK) to BIPRU 12

The Auditing
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The Building Societies Act 1986

21.

22.

23.

24.

In addition to FSMA 2000 which applies to FSA authorised firms generally, BS Act
1986 applies to building societies. It sets out the legal framework applicable to
building societies. A list of important provisions of BS Act 1986 and related statutory
instruments relevant to the auditor is included in Appendix 3. In addition, further
guidance on constitutional matters and compliance with BS Act 1986 is set out in the
Building Societies Regulatory Guide (‘BSOG’) and the Building Societies specialist
sourcebook (BSOCS) which forms part of the FSA Handbook. The BS Act 1986
includes, for example:

. s5 principal purpose (paragraph 22);

. s6 lending limit (paragraphs 23 to 25);

. s7 funding limit (paragraphs 23 to 25);

. S9A restrictions on treasury activities (paragraph 26).

A building society’s purpose or principal purpose must be to make loans secured on
residential property and funded substantially by its members. The lending and funding
limits (see paragraph 23 below) are quantitative criteria which help to determine a
building society’s compliance with this purpose. However, other factors will also be
taken into account by the FSA including:

. actual and projected income derived from activities or services that have little or
no connection with the making of loans secured on residential property; and

. actual and projected proportion of a building society’s resources (eg financial
assets, capital, senior management and staff) that are devoted to other services.

There are particular quantitative limits specified in BS Act 1986 that are used in the
assessment of compliance with this principal purpose criterion — collectively known as
‘nature limits’. The BS Act 1986 limits are as follows:

. at least 75% of business assets must be loans fully secured on residential
property - the lending limit (s6 BS Act 1986);

. at least 50% of total funds (ie total shareholder funds, wholesale deposits and
bills of exchange and debt instruments) must be raised in the form of shares
(deposits conferring membership rights) held by individual members - the
funding limit (s7 BS Act 1986).

These nature limits are additional to the prudential measures referred to in paragraph
20 above. BSOCS 4 provides more guidance on the application of the funding limit
and, in practice, most building societies choose to apply both the funding and the
lending limits more restrictively. The funding limit and the lending limit as at the end
of the financial year must both be reported to members, together with the statutory
limits, in the annual business statement, and are also required to be reported to the FSA
in the quarterly prudential monitoring return. The annual business statement is

The Auditing
Practices Board
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reported on by the auditor and is attached to the annual accounts of the building
society (see paragraphs 230 and 231).

Both these limits must be calculated on a group basis where that is appropriate. With
reference to the lending limit, business assets means total assets, plus provisions for
bad and doubtful debts, less fixed assets, less liquid assets and less any long term
insurance funds. Business assets, therefore, typically comprise loans, investments in
connected undertakings and sundry debtors and prepayments. Building societies
preparing their financial statements in accordance with EU IFRS use the appropriate
equivalent balance sheet captions. Residential property is defined as being land at least
40% of which is normally used as, or in connection with, one or more dwellings, or
which has been, is being, or is to be developed or adapted for such use.

A building society may undertake almost any activity, provided that such activity is
included within its Memorandum'’ and provided that the building society or group as a
whole continues to comply with the principal purpose and with the nature limits.
However s9A BS Act 1986 includes a number of specific prohibitions on a building
society's treasury activities, which are that (subject to certain exceptions) a building
society is not permitted to:

. act as a market maker in securities, commodities or currencies;
. trade in commodities or currencies; or

. enter into any transaction involving derivative instruments, except in relation to
hedging.

Reporting direct to the FSA - statutory right and duty

217.

28.

Under FSMA 2000 (Communications by Auditors) Regulations 2001 (SI 2001/2587)
the auditor of an authorised firm or the auditor of an entity closely linked to an
authorised firm who is also the auditor of that authorised firm has a statutory duty to
communicate matters of material significance to the FSA. Under s340 FSMA 2000
‘the auditor’ is defined as one required to be appointed under FSA ‘rules’ or appointed
as a result of another enactment. In addition s342 FSMA 2000 provides that no duty to
which the auditor is subject shall be contravened by communicating in good faith to
the FSA any information or opinion on a matter that the auditor reasonably believes is
relevant to any functions of the FSA. Guidance on the identification of matters to be
reported to the regulators is set out in the section dealing with ISA (UK and Ireland)
250 Section B.

An EEA bank is not required to appoint an auditor under FSA’s rules in respect of its
UK branch operations unless it has a top up permission. Furthermore, a UK branch of
a bank incorporated outside the UK is not required to appoint an auditor under
CA2006. Consequently, if an EEA bank (without top up permissions) appoints an
auditor to undertake audit procedures at its UK branch this does not fall within the
definition of ‘auditor’ for the purposes of s342/3 FSMA 2000 and SI 2001/2587. As a
result the auditor undertaking such work has neither a statutory right nor statutory duty

17

A Memorandum within the meaning of Sch 2 BS Act 1986.
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to report direct to the FSA and may not have relief from its duty of confidentiality to
its client if the auditor decides to do so. In the event that an auditor of an EEA bank
identifies a matter that would be likely to be of material significance to the FSA, the
auditor considers whether they have a responsibility to report such matters to the ‘head
office’ auditors of the EEA bank or to the home country regulator. See Appendix 6
concerning disclosure in the public interest.

A non EEA bank is required to appoint an auditor under SUP 3.3.2R in respect of its
UK branch operations and therefore an auditor appointed in accordance with this rule
has both the right and duty to report. Whilst, in principle, there is a requirement to
appoint an auditor, there is no FSA requirement for the auditor to undertake audit
procedures and there is no corresponding requirement to report on the results of those
procedures. Therefore some non EEA banks with UK operations that are not material
to the non EEA bank as a whole may have no need to commission an auditor to
undertake audit procedures.

Communication between the FSA and the auditor

30.

31.

32.

Within the legal constraints that apply, the FSA may pass on to the auditor any
information which it considers relevant to his function. Auditors are bound by the
confidentiality provisions set out in Part XXIII of FSMA 2000 (Public record,
disclosure of information and co-operation) in respect of confidential information
received from the FSA. An auditor may not pass on such confidential information even
to the entity being audited without lawful authority (for example if an exception
applies under the FSMA 2000 (Disclosure of confidential information) Regulations
2001 or with the consent of the person from whom the information was received
and, if different, to whom the information relates. Further guidance in respect of
information communicated to the auditor by the FSA is set out in paragraphs 90 — 93
below.

The auditor is required to cooperate with the FSA (SUP3.8.2R). This may involve
attending meetings, including routine bilateral meetings, and providing the FSA with
information about the authorised firm that the FSA may reasonably request in
discharging its functions. For example this can arise in relation to FSA ARROW 11 risk
assessments.

The auditor must notify the FSA without delay if the auditor is removed from office,
resigns before the term of office expires or is not re-appointed by the authorised firm.
Notification to the FSA includes communicating any matters connected with this event
that the auditor considers ought to be drawn to the FSA’s attention or a statement that
there are no such matters (s344 FSMA 2000 and SUP3.8.11R and 12R).

18
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The audit of financial statements

This Practice Note provides guidance for auditors applying those 1SAs (UK and Ireland)
that are effective for audits of financial statements for periods ending on or after 15
December 2010. The purpose of the following paragraphs is to identify the special
considerations arising from the application of the ‘Requirements’ of 1SAs (UK and
Ireland) to the audit of banks and building societies, and to suggest ways in which these
can be addressed (extracts from ISAs (UK and Ireland) are indicated by grey-shaded boxes
below). This Practice Note does not contain commentary on all of the requirements
included in the ISAs (UK and Ireland) and reading it should not be seen as an alternative
to reading the relevant ISAs (UK and Ireland) in their entirety. In addition, where no
special considerations arise from a particular ISA (UK and Ireland), no material is
included.

ISA (UK and Ireland) 200: Overall Objectives of the Independent Auditor
and the Conduct of an Audit in Accordance with International Standards
on Auditing (UK and Ireland)

Scope of this ISA (UK and Ireland)

This International Standard on Auditing (UK and Ireland) (ISA (UK and Ireland)) deals with
the independent auditor’s overall responsibilities when conducting an audit of financial
statements in accordance with ISAs (UK and Ireland). Specifically, it sets out the overall
objectives of the independent auditor, and explains the nature and scope of an audit designed
to enable the independent auditor to meet those objectives. It also explains the scope,
authority and structure of the ISAs (UK and Ireland), and includes requirements establishing
the general responsibilities of the independent auditor applicable in all audits, including the
obligation to comply with the ISAs (UK and Ireland). The independent auditor is referred to
as “the auditor” hereafter. (paragraph 1)

Overall objectives of the auditor
In conducting an audit of financial statements, the overall objectives of the auditor are:

(@) To obtain reasonable assurance about whether the financial statements as a whole are
free from material misstatement, whether due to fraud or error, thereby enabling the
auditor to express an opinion on whether the financial statements are prepared, in all
material respects, in accordance with an applicable financial reporting framework; and

(b) To report on the financial statements, and communicate as required by the ISAs (UK
and Ireland), in accordance with the auditor’s findings. (paragraph 11)

In all cases when reasonable assurance cannot be obtained and a qualified opinion in the
auditor’s report is insufficient in the circumstances for purposes of reporting to the intended
users of the financial statements, the ISAs (UK and Ireland) require that the auditor disclaim
an opinion or withdraw (or resign) from the engagement, where withdrawal is possible under
applicable law or regulation. (paragraph 12)
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The auditor shall plan and perform an audit with an attitude of professional scepticism,
recognising that circumstances may exist that cause the financial statements to be materially
misstated. (paragraph 15)

33.

Auditing standards include a requirement for the auditor to comply with relevant
ethical requirements relating to audit engagements. Auditors in the UK are subject to
ethical requirements from two sources: the APB Ethical Standards for Auditors
concerning the integrity, objectivity and independence of the auditor, and the ethical
pronouncements established by the auditor’s relevant professional body. A
fundamental principle is that practitioners should not accept or perform work which
they are not competent to undertake. The importance of technical competence is also
underlined in the Auditors' Code®, issued by the APB, which states that the necessary
degree of professional skill demands an understanding of financial reporting and
business. Practitioners should not undertake the audit of a bank or building society
unless they are satisfied that they have, or can obtain, the necessary level of
competence.

Professional scepticism

34.

Professional scepticism is an attitude that includes a questioning mind, being alert to
conditions which may indicate possible misstatement due to error or fraud, and a
critical assessment of audit evidence. This includes questioning contradictory audit
evidence and the reliability of documents and responses to inquiries and other
information obtained from management and those charged with governance. It also
includes consideration of the sufficiency and appropriateness of audit evidence
obtained in the light of the circumstances.

Independence

35.

Independence issues can be complex for the auditor of a bank, and to a lesser extent a
building society because of banking and other relationships that the auditor and/or its
partners and staff may have with the bank. The auditor makes careful reference to the
APB’s Ethical Standard 2 — Financial, business, employment and personal
relationships.

19

This is appended to the APB’s Scope and Authority of Pronouncements.
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ISA (UK and Ireland) 210: Agreeing the Terms of Audit Engagements
Objective

The objective of the auditor is to accept or continue an audit engagement only when the basis
upon which it is to be performed has been agreed, through:

(@) Establishing whether the preconditions for an audit are present; and

(b) Confirming that there is a common understanding between the auditor and management
and, where appropriate, those charged with governance of the terms of the audit
engagement. (paragraph 3)

The auditor shall agree the terms of the audit engagement with management or those charged
with governance, as appropriate. (paragraph 9)

Subject to paragraph 11, the agreed terms of the audit engagement shall be recorded in an
audit engagement letter or other suitable form of written agreement and shall include:

(@) The objective and scope of the audit of the financial statements;
(b) The responsibilities of the auditor;
(c) The responsibilities of management;

(d) Identification of the applicable financial reporting framework for the preparation of the
financial statements; and

(e) Reference to the expected form and content of any reports to be issued by the auditor
and a statement that there may be circumstances in which a report may differ from its
expected form and content. (paragraph 10)

If law or regulation prescribes in sufficient detail the terms of the audit engagement referred
to in paragraph 10, the auditor need not record them in a written agreement, except for the
fact that such law or regulation applies and that management acknowledges and understands
its responsibilities as set out in paragraph 6(b). (paragraph 11)

36. Matters which the auditor may decide to refer to in the engagement letter are as
follows:

. the responsibility of the directors/senior management to comply with applicable
FSMA 2000 legislation and FSA Handbook rules and guidance including the
need to keep the FSA informed about the affairs of the entity;

. the statutory right and duty of the auditor to report direct to the FSA in certain
circumstances (see the section of this Practice Note relating to ISA (UK and
Ireland) 250 Section B);
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the requirement to cooperate with the auditor (SUP3.6.1R). This includes taking
steps to ensure that, where applicable, each of its appointed representatives and
material outsourcers gives the auditor the same right of access to records,
information and explanations as the authorised firm itself is required to provide
the auditor (s341 FSMA 2000 and SUP 3.6.2G to 3.6.8G). It is a criminal
offence for an authorised firm or its officers, controllers or managers to provide
false or misleading information to the auditor (s346 FSMA 2000)%°;

the need for the entity to make the auditor aware when it appoints a third party
(including another department or office of the same audit firm) to review,
investigate or report on any aspects of its business activities that may be relevant
to the audit of the financial statements and to provide the auditor with copies of
reports by such a third party promptly after their receipt.

In this connection the auditor is aware that:

the FSA does not need to approve the appointment of an auditor but may seek to
satisfy itself that an auditor appointed by a firm is independent and has the
necessary skills, resources and experience (SUP 3.4);

the auditor is required to cooperate with the FSA (SUP3.8.2R); and

the auditor must notify the FSA if the auditor ceases to be the auditor of an
authorised firm.

20

An offence is committed also under s501 CA2006 by a person who knowingly or recklessly makes to an
auditor of a company a statement (oral or written) that - (a) conveys or purports to convey any information
or explanations which the auditor requires, or is entitled to require, under s 499 CA 2006, and (b) is
misleading, false or deceptive in a material particular.
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ISA (UK and Ireland) 220: Quality Control for an Audit of Financial
Statements
Objective

The objective of the auditor is to implement quality control procedures at the engagement
level that provide the auditor with reasonable assurance that:

(@) The audit complies with professional standards and applicable legal and regulatory
requirements; and

(b) The auditor’s report issued is appropriate in the circumstances. (paragraph 6)

Reference should also be made to ISQC (UK and Ireland) 1 - Quality Control for Firms that
Perform Audits and Reviews of Financial Statements, and other Assurance and Related
Services Engagements.

The engagement partner shall be satisfied that the engagement team, and any auditor’s
experts who are not part of the engagement team, collectively have the appropriate
competence and capabilities to:

(@) Perform the audit engagement in accordance with professional standards and applicable
legal and regulatory requirements; and

(b) Enable an auditor’s report that is appropriate in the circumstances to be issued.
(paragraph 14)

38.  The nature of banking business is one of rapidly changing and evolving markets. Often
new products and practices are developed which require specialised auditing and
accounting responses. It is therefore important that the auditor is familiar with current
practice. Audit firms organise training in these specialist areas where necessary and
keep audit staff up to date with knowledge of relevant regulations.

39.  Aswell as ensuring that the engagement team has an appropriate level of knowledge
of the industry and its corresponding products, the engagement partner also satisfies
himself that the members of the engagement team have sufficient knowledge of the
regulatory framework within which the entity operates commensurate with their roles
on the engagement.

40. Under ISQC (UK and Ireland) 1, an audit firm is required to establish a process to
monitor the audit firm’s quality control policies and procedures®’. This process is
required to include, on a cyclical basis, inspection of at least one completed
engagement for each engagement partner. In order to perform an effective review of a
completed audit of a bank or building society, those undertaking the review will need
an appropriate level of knowledge of the types of banking business undertaken by the
entity and the applicable regulatory framework.

2l 1SQC (UK and Ireland) 1, paragraph 48.
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ISA (UK and Ireland) 240: The Auditor’s Responsibilities Relating to
Fraud in an Audit of Financial Statements
Objectives

The objectives of the auditor are:

(@) To identify and assess the risks of material misstatement of the financial statements due
to fraud,;

(b) To obtain sufficient appropriate audit evidence regarding the assessed risks of material
misstatement due to fraud, through designing and implementing appropriate responses;
and

(c) To respond appropriately to fraud or suspected fraud identified during the audit.
(paragraph 10)

In accordance with ISA (UK and Ireland) 200, the auditor shall maintain professional
scepticism throughout the audit, recognising the possibility that a material misstatement due
to fraud could exist, notwithstanding the auditor’s past experience of the honesty and
integrity of the entity’s management and those charged with governance. (paragraph 12).

When performing risk assessment procedures and related activities to obtain an
understanding of the entity and its environment, including the entity’s internal control,
required by ISA (UK and Ireland) 315, the auditor shall perform the procedures in
paragraphs 17-24 [of ISA (UK and Ireland) 240] to obtain information for use in identifying
the risks of material misstatement due to fraud. (paragraph 16)

The auditor shall make inquiries of management and others within the entity as appropriate,
to determine whether they have knowledge of any actual, suspected or alleged fraud
affecting the entity (paragraph 18).

In accordance with ISA (UK and Ireland) 315, the auditor shall identify and assess the risks
of material misstatement due to fraud at the financial statement level, and at the assertion
level for classes of transactions, account balances and disclosures. (paragraph 25)

41.  As with other entities, fraud in banks and building societies, either fraudulent financial
reporting (for example the manipulation of profits or the concealment of losses) or
misappropriation of assets, can occur through a combination of management fraud,
employee fraud or fraud perpetrated by third parties. However, various factors make
banks and building societies particularly vulnerable to fraud:

. They have custody of valuable and fungible assets including money, making
them a particular target for fraudsters;

. They handle very large volumes of transactions and collect and disburse large
amounts of money on a daily basis, for example in taking deposits, making loans
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and providing a payments service to customers. This creates more opportunity
for fraud unless properly controlled:;

. Certain aspects of their businesses are complex both in terms of the risks taken
on and the operational risks the activities entail, which makes their operations
more difficult to control,

. Banks and building societies tend to be very heavily dependent on information
technology (IT) to manage their businesses. This represents a significant
opportunity for computer based fraud.

As a result fraud, in the form of misappropriation of assets by third parties and
employees, is an increased risk in a banking business.

In order to mitigate these fraud risks, it is essential for the entity to have very strong
internal controls including:

. The right ethical and cultural framework being set by senior management;

. Appropriate status and authority being given to control functions such as risk
and internal audit;

. Clear lines for reporting control weaknesses and suspicions of misdoings;

. Thorough procedures for investigating the background of clients and
transactions;

. Strong segregation of duties;

. Clear control policies and requirements that are checked in detail and monitored
by management;

. Strong IT controls to prevent fraudulent access and manipulation of data and
fraudulent access to assets (e.g. via internet banking);

. Appropriate measures in place to fight fraudulent activity, both physical and
technological.

In addition, whilst remuneration policies can create excessive performance pressures in
many industries, in certain banks and building societies or divisions of large banks (in
particular treasury and investment banking operations) performance related bonuses
can be significant, both in absolute terms and in relation to base remuneration.
Significant bonus related remuneration often extends beyond senior management to
quite junior members of staff and can lead to more pervasive pressures that increase
the risks of fraudulent financial reporting as these staff seek to enhance their bonuses
or protect their jobs by inflating their reported results. The FSA Remuneration Code
(SYSC 19) applies to banks and building societies meeting particular conditions (set
out in SYSC 19.1.1) and requires (SYSC 19.2.1) that an authorised firm must
establish, implement and maintain remuneration policies, procedures and practices that
are consistent with and promote effective risk management.
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Principle 3 of the FSA Principles for Businesses (PRIN 2.1) requires a firm to take
reasonable care to organise and control its affairs responsibly and effectively with
adequate risk management systems. SYSC 3.2.20R(1)* requires a firm to make and
retain adequate records of matters and dealings (including accounting records) which
are the subject of requirements and standards under the regulatory system. Whilst the
inherent risk of fraud may continue to exist, the establishment of accounting and
internal control systems sufficient to meet these requirements frequently reduces the
likelihood of fraud giving rise to material misstatements in the financial statements.
Guidance on the auditor’s consideration of accounting systems and internal control is
provided in ISA (UK and Ireland) 315. Examples of weaknesses in control that could
give rise to fraud risk factors are also set out in that section.

In considering how to respond to the threat of misstatement by fraud the auditor
considers the following:

A thorough understanding of the nature of the entity’s business, and in particular
how profits and losses can arise in relation to particular products and
transactions, is very important in detecting fraud, because it enables unusual
patterns and trends that may indicate fraud to be more easily identified. An
auditor considers how to enhance his/her knowledge of the entity’s business, for
example by:

. Interviewing a wide range of management, including business as well as
financial management;

. Discussing findings with control functions such as risk, legal,
compliance and internal audit together with considering reviews
undertaken by third parties such as skilled person’s reports prepared
under 166 FSMA 2000%;

. Using experts to help improve understanding;
. Comparing the entity to peers in the market to identify unusual trends.

Auditors of all entities familiarise themselves with the control environment as a
whole and controls designed to prevent fraud that might affect the financial
statements. They also assess the robustness of their design. Weaknesses are
taken into account when planning audit procedures and reported to those in
charge of governance. This is a particularly important aspect of the audit of a
bank or building society because of the nature of the fraud risks they face and
the complexity of the systems and controls required to combat them. The
auditor ensures that the engagement team has the appropriate skills available to
undertake this task, including the necessary information technology expertise;

22
23

Further, record keeping requirements are set out in SYSC 9.

Under S166 FSMA 2000 provides the FSA with the power to require a firm to appoint a skilled person to
provide a report on any matter that the FSA may reasonably require in connection with the exercise of the
functions conferred on it by or under FSMA 2000. The requirements concerning skilled persons are set out
in SUP5.
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Many basic audit tests also help address audit fraud risk and the auditor
considers the implications of the results of such tests for the risk of fraud. In
particular fraud usually has to be concealed through the use of fictitious or
misleading balances. These can be revealed through:

. Comparing balances to external sources for example through bank and
depository reconciliations;

. Ensuring that suspense and transit accounts (the latter being accounts
through which the progress of payments are monitored) are properly
reviewed and promptly cleared;

. Checking that the contents of all balance sheet accounts are properly
understood and validated;

. Verifying valuations to external sources

Much fraud is brought to the attention of companies through complaints and
other more confidential means of reporting. An auditor considers checking the
results of whistleblowing and complaints procedures within the entity, including
how the entity ensures that these procedures are robust.

An entity’s regulators may also be aware of suspicious activity and the auditor
considers maintaining a dialogue with them.

The expectations of investors and other third parties can indicate areas of
particular pressure for management, which could lead to management fraud.
Understanding these areas can help an auditor focus work in particularly
vulnerable areas.

Revenue recognition:

When identifying and assessing the risks of material misstatement due to fraud, the auditor
shall, based on a presumption that there are risks of fraud in revenue recognition, evaluate
which types of revenue, revenue transactions or assertions give rise to such risks. ...
(paragraph 26)

46.

The auditor considers how revenue recognition can be manipulated:

Interest and fee income is typically recognized on a systematic basis over the
period of a loan or deposit automatically by the bank’s IT system. It is likely
that the risk of material misstatement due to fraudulent revenue recognition will
be reduced where relevant IT controls are strong;

Trading income is strongly influenced by period end valuations, so considering
how fraudulent misreporting in this area can be prevented is important;

Many entities generate significant fees, the timing of whose recognition can
require considerable judgement. The auditor considers how these judgements
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are made and whether they are influenced by a desire for a fee to be recorded in
a particular period.

Journal entries

Irrespective of the auditor’s assessment of the risks of management override of controls, the
auditor shall design and perform audit procedures to:

@) Test the appropriateness of journal entries recorded in the general ledger and other
adjustments made in the preparation of the financial statements. In designing and
performing audit procedures for such tests, the auditor shall:

(i) Make inquiries of individuals involved in the financial reporting process about
inappropriate or unusual activity relating to the processing of journal entries and
other adjustments;

(if)  Select journal entries and other adjustments made at the end of a reporting
period; and

(iii) Consider the need to test journal entries and other adjustments throughout the
period. (paragraph 32)

47. Banks and building societies will typically have high numbers of journal entries
relating to the financial reporting process. When identifying and selecting journal
entries for testing the auditor is alert for non-standard and unusual journal entries.

Communication

If the auditor has identified a fraud or has obtained information that indicates that a fraud
may exist, the auditor shall communicate these matters on a timely basis to the appropriate
level of management in order to inform those with primary responsibility for the prevention
and detection of fraud of matters relevant to their responsibilities. (paragraph 40)

Unless all of those charged with governance are involved in managing the entity, if the
auditor has identified or suspects fraud involving:

@) management;
(b) employees who have significant roles in internal control; or
(©) others where the fraud results in a material misstatement in the financial statements,

the auditor shall communicate these matters to those charged with governance on a timely
basis. If the auditor suspects fraud involving management, the auditor shall communicate
these suspicions to those charged with governance and discuss with them the nature, timing
and extent of audit procedures necessary to complete the audit. (paragraph 41)
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If the auditor has identified or suspects a fraud, the auditor shall determine whether there is a
responsibility to report the occurrence or suspicion to a party outside the entity. Although the
auditor’s professional duty to maintain the confidentiality of client information may preclude
such reporting, the auditor’s legal responsibilities may override the duty of confidentiality in
some circumstances. (paragraph 43)

The auditor shall include in the audit documentation communications about fraud made to
management, those charged with governance, regulators and others. (paragraph 46)

48. Reduction of financial crime is one of the FSA’s statutory objectives. The FSA’s rules
require authorised firms to report ‘significant’ fraud, errors and other irregularities to
the FSA (SUP15.3.17R). The auditor is aware of the auditor’s duty to report direct to
FSA in certain circumstances (see the section of this Practice Note relating to ISA (UK
and Ireland) 250 Section B).
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ISA (UK and Ireland) 250: Section A — Consideration of Laws and
Regulations in an Audit of Financial Statements
Objectives

The objectives of the auditor are:

(a)

(b)

(©)

To obtain sufficient appropriate audit evidence regarding compliance with the
provisions of those laws and regulations generally recognized to have a direct effect on
the determination of material amounts and disclosures in the financial statements;

To perform specified audit procedures to help identify instances of non-compliance
with other laws and regulations that may have a material effect on the financial
statements; and

To respond appropriately to non-compliance or suspected non-compliance with laws
and regulations identified during the audit. (paragraph 10)

As part of obtaining an understanding of the entity and its environment in accordance with
ISA (UK and Ireland) 315, the auditor shall obtain a general understanding of:

(@)

(b)

49.

50.

The legal and regulatory framework applicable to the entity and the industry or sector
in which the entity operates; and

How the entity is complying with that framework. (paragraph 12)

FSMA 2000 and related statutory instruments are important elements of the legal and
regulatory framework applicable to banks and building societies. Detailed rules and
guidance applicable to authorised firms is set out in the FSA Handbook. An overview
of this legislation and the FSA Handbook is set out in paragraphs 12 to 19 and 27 to 32
above (and Appendices 2, 3 and 4). In addition to accepting deposits, an entity may
also have one or more Part IV permissions from the FSA to undertake one or more
types of investment business, insurance intermediation, regulated mortgage activity or
other regulated activities. If this is the case, the auditor also considers the laws and
regulations (which includes FSMA 2000 and the FSA Handbook) relevant to the
entity’s ability to conduct these additional regulated activities.

The auditor is alert to any indication that the entity is conducting business outside the
scope of its Part IV permission or the entity is failing to meet FSMA 2000 Threshold
Conditions* or contravening any Principles for Businesses®. Such action may be a
serious regulatory breach, which may result in fines, public censure, suspension or
revocation of authorisation. The auditor compares the current activities of the entity
with the Scope of Part IV Permission granted by the FSA and considers ISA (UK and
Ireland) 250 Section A and where appropriate ISA (UK and Ireland) 250 Section B.

24

25

The minimum standards that a firm needs to meet to become and remain authorised by the FSA — see
Appendix 4.
FSA Handbook defines Principles with which authorised firms must comply - see Appendix 4.
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The auditor shall obtain sufficient appropriate audit evidence regarding compliance with the
provisions of those laws and regulations generally recognized to have a direct effect on the
determination of material amounts and disclosures in the financial statements. (paragraph 13)

The auditor shall perform the following audit procedures to help identify instances of non-
compliance with other laws and regulations that may have a material effect on the financial
statements:

(& Inquiring of management and, where appropriate, those charged with governance, as to
whether the entity is in compliance with such laws and regulations; and

(b) Inspecting correspondence, if any, with the relevant licensing or regulatory authorities.
(paragraph 14)

During the audit, the auditor shall remain alert to the possibility that other audit procedures
applied may bring instances of non-compliance or suspected non-compliance with laws and
regulations to the auditor’s attention. (paragraph 15)

51. Specific areas that the auditor’s procedures may address include the following:

. obtaining a general understanding of the legal and regulatory framework
applicable to the entity and industry, and of the procedures followed to ensure
compliance with the framework;

. reviewing the entity’s Scope of Part IV Permission (an FSA document which
sets out the regulated activities that the firm is permitted to engage in, including
any limitations and requirements imposed on those permitted activities);

. reviewing correspondence with the FSA and other regulators (including that
relating to any FSA supervisory visits, requests for information by FSA or
progress concerning FSA ARROW 11 risk mitigation programmes);

. holding discussions with the entity’s Compliance Officer and other personnel
responsible for compliance;

. reviewing compliance reports prepared for the Board, audit committees and
other committees; and

. consideration of work on compliance matters performed by internal audit.

Money laundering

52. As indicated in paragraph A11-1 of ISA (UK and Ireland) 250 Section A, in the UK
and Ireland, the auditor is alert for instances of possible or actual non-compliance with
laws and regulations including those that might incur obligations for partners and staff
in audit firms to report to a regulatory or other enforcement authority. Anti-money
laundering legislation in the UK and Ireland imposes a duty on the auditor to report
suspected money laundering activity.

53. Authorised firms are subject to the requirements of the Money Laundering Regulations
2007 and the Proceeds of Crime Act 2002 as well as FSA rules. These laws and
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regulations require institutions to establish and maintain procedures to identify their
customers, establish appropriate reporting and investigation procedures for suspicious
transactions and maintain appropriate records.

Laws and regulations relating to money laundering are integral to the legal and
regulatory framework within which banks and building societies conduct their
business. By the nature of their business, banks and building societies are ready targets
of those engaged in money laundering activities. The effect of this legislation is to
make it an offence to provide assistance to those involved in money laundering and
makes it an offence not to report suspicions of money laundering to the appropriate
authorities, usually the Serious Organised Crime Agency (‘SOCA”). FSA requirements
are set out in SYSC3.2.6 and SYSC 6.3. In this context, FSA has due regard to
compliance with the relevant provisions of guidance issued by the Joint Money
Laundering Steering Group (*JMLSG’)(SYSC6.3.5)

In addition to considering whether the entity has complied with the money laundering
laws and regulations, the auditor has reporting obligations under the Proceeds of Crime
Act, 2002 and the Money Laundering Regulations 2007 to report knowledge or
suspicion of money laundering offences, including those arising from fraud and theft,
to SOCA. The auditor is aware of the prohibition on 'tipping off' when discussing
money laundering matters with the entity. Given the nature of banking business and
the likely frequency of needing to report to SOCA the auditor is aware of the short-
form®® of reporting to SOCA that can be used in appropriate circumstances to report
minor and usually numerous items. Further guidance for auditors is provided in
Practice Note 12 (Revised) Money Laundering - Interim Guidance for Auditors on UK
Legislation.

The auditor, in the context of money laundering, is aware of the auditor’s duty to
report direct to FSA in certain circumstances (see the section of this Practice Note
relating to ISA (UK and Ireland) 250 Section B. Further guidance for auditors on UK
legislation relating to money laundering is provided in Practice Note 12 (Revised).

26

These are termed limited intelligence value reports.
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ISA (UK and Ireland) 250: Section B — The Auditors’ Right and Duty to
Report to Regulators in the Financial Sector

Objective

The objective of the auditor of a regulated entity is to bring information of which the auditor
has become aware in the ordinary course of performing work undertaken to fulfil the
auditor’s audit responsibilities to the attention of the appropriate regulator as soon as
practicable when:

(@)

(b)

The auditor concludes that it is relevant to the regulator's functions having regard to
such matters as may be specified in statute or any related regulations; and

In the auditor’s opinion there is reasonable cause to believe it is or may be of material
significance to the regulator. (paragraph 8)

Where an apparent breach of statutory or regulatory requirements comes to the auditor’s
attention, the auditor shall:

(@)

(b)

(©)

Obtain such evidence as is available to assess its implications for the auditor’s
reporting responsibilities;

Determine whether, in the auditor’s opinion, there is reasonable cause to believe that
the breach is of material significance to the regulator; and

Consider whether the apparent breach is criminal conduct that gives rise to criminal
property and, as such, should be reported to the specified authorities. (paragraph 12)

Auditors’ duty to report to the FSA

57.

Under FSMA 2000 (Communication by Auditors) Regulations 2001 (‘the 2001
Regulations’), auditors have duties in certain circumstances to make reports to the
FSA. Information and opinions to be communicated are those meeting the criteria set
out below which relate to matters of which the auditor®” of the authorised person (also
referred to below as a ‘regulated entity’)*® has become aware:

(i) in his capacity as auditor of the authorised person, and

(ii) if he is also the auditor of a person who has close links with the authorised
person, in his capacity as auditor of that person.

The 2001 Regulations do not require auditors to perform any additional audit work as
a result of the statutory duty to make a report to the FSA nor are auditors required

27

28

An "auditor' is defined for this purpose in the Regulations as a person who is, or has been, an auditor of an
authorised person appointed under, or as a result of, a statutory provision including Section 340 of FSMA
2000.

In the context of FSA regulation, these terms equate to the term “authorised firm’.
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specifically to seek out breaches of the requirements applicable to a particular
authorised person.

The criteria for determining the matters to be reported are as follows:

(i) the auditor reasonably believes that there is, or has been, or may be, or may have
been a contravention of any 'relevant requirement’ that applies to the person®
concerned and that contravention may be of material significance to the FSA in
determining whether to exercise, in relation to that person, any of its functions
under FSMA 2000 (other than in part 6, i.e. rules relating to official listing), or

(it) the auditor reasonably believes that the information on, or his opinion on, those
matters may be of material significance to the FSA in determining whether the
person concerned satisfies and will continue to satisfy the Threshold
Conditions,*® or

(iii) the auditor reasonably believes that the person concerned is not, may not be, or
may cease to be, a going concern, or

(iv) the auditor is precluded from stating in his report that the annual accounts have
been properly prepared in accordance with the CA2006 or, where applicable, give
a true and fair view or have been prepared in accordance with relevant rules and
legislation™".

In relation to paragraph 58 (i) above, 'relevant requirement' is a requirement by or
under FSMA 2000 which relates to authorisation under FSMA 2000 or to the carrying
on of any regulated activity. This includes not only relevant statutory instruments but
also the FSA's rules (other than the Listing Rules) including the Principles for
Businesses. The duty to report also covers any requirement imposed by or under any
other Act® the contravention of which constitutes an offence which the FSA has the
power to prosecute under FSMA 2000.

In relation to paragraph 58 (ii) above the duty to report relates to either information or
opinions held by the auditor which may be of significance to the FSA in determining
whether the regulated entity satisfies and will continue to satisfy the Threshold
Conditions. The duty to report opinions, as well as information, allows for
circumstances where adequate information on a matter may not readily be forthcoming
from the regulated entity, and where judgments need to be made.

29
30

31

32

In this context the person is an ‘Authorised Person’.

The Threshold Conditions are set out in Schedule 6 to FSMA 2000 and represent the minimum conditions
that a firm is required to satisfy and continue to satisfy to be given and to retain Part IV permission. The
FSA's guidance on compliance with the Threshold Conditions is contained in the COND module of the
FSA Handbook.

The relevant rules and legislation are set out in article 2(2)(d) of the 2001 Regulations, and include rules
made by the FSA under Section 340 of FSMA 2000, and relevant provisions of, and regulations made
under, BS Act 1986.

Examples include The Proceeds of Crime Act 2002 and prescribed regulations relating to money
laundering.
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Material significance

61.

62.

63.

64.

65.

66.

67.

Determining whether a contravention of a relevant requirement or a Threshold
Condition is reportable under the 2001 Regulations involves consideration both of
whether the auditor 'reasonably believes' and that the matter in question 'is, or is likely
to be, of material significance' to the regulator.

The 2001 Regulations do not require auditors to perform any additional audit work as
a result of the statutory duty nor are auditors required specifically to seek out breaches
of the requirements applicable to a particular regulated entity. However, in
circumstances where the auditor identifies that a reportable matter may exist, the
auditor carries out such extra work, as the auditor considers necessary, to determine
whether the facts and circumstances cause the auditor 'reasonably to believe' that the
matter does in fact exist. It should be noted that the auditor’s work does not need to
prove that the reportable matter exists.

As indicated above, paragraph 12 of ISA (UK and Ireland) 250 Section B requires that,
where an apparent breach of statutory or regulatory requirements comes to the
auditor’s attention, the auditor obtains such evidence as is available to assess its
implications for the auditor’s reporting responsibilities and determine whether, in the
auditor’s opinion, there is reasonable cause to believe that the breach is of material
significance to the regulator.

‘Material significance' is described by paragraph 9(d) of ISA (UK and Ireland) 250
Section B as follows:

“the term *material significance’ requires interpretation in the context of the specific
legislation applicable to the regulated entity. A matter or group of matters is normally
of material significance to a regulator's function when, due either to its nature or its
potential financial impact, it is likely of itself to require investigation by the
regulator.”

‘Material significance' does not have the same meaning as materiality in the context of
the audit of financial statements. Whilst a particular event may be trivial in terms of its
possible effect on the financial statements of an entity, it may be of a nature or type
that is likely to change the perception of the regulator. For example, a failure to
reconcile client money accounts may not be significant in financial terms but would
have a significant effect on the FSA's consideration of whether the regulated entity
was satisfactorily controlled and was behaving properly towards its customers.

The determination of whether a matter is, or is likely to be, of material significance to
the FSA inevitably requires the auditor to exercise judgment. In forming such
judgments, the auditor needs to consider not simply the facts of the matter but also
their implications. In addition, it is possible that a matter, which is not materially
significant in isolation, may become so when other possible breaches are considered.

The auditor of a regulated entity bases the judgment of 'material significance' to the
FSA solely on his understanding of the facts of which the auditor is aware without
making any assumptions about the information available to the FSA in connection
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with any particular regulated entity. Appendix 7 gives examples of areas identified by
the FSA where the duty to report might arise.

68. Clearly the concept of material significance means that not every breach or suspected
breach, however minor, of relevant requirements needs to be reported. However, in
considering whether to report minor matters, the auditor will need to consider
(amongst other things):

. Whether the breach or suspected breach would relate to the entity’s assets or
amount to misconduct or mismanagement.

. That the cumulative effect of matters which come to the auditor’s attention may
collectively be of material significance, even if particular matters in isolation
might not be regarded as being so.

In circumstances where the auditor concludes that a matter gives rise to a statutory
duty to report, the auditor has a duty to report that matter to the FSA even if the entity
has already reported it.

69. On completion of their investigations, the auditor ensures that the facts and
circumstances, and the basis for his conclusion as to whether these are, or are likely to
be, of 'material significance' to the FSA, are adequately documented such that the
reasons for his decision to report or not, as the case may be, may be clearly
demonstrated.

70.  Section 342 of FSMA 2000 provides that an auditor may communicate matters to the
FSA even where this would place the auditor in breach of any duty to which he would
ordinarily be subject (such as a duty of confidence to his client). The auditor may
communicate information to the FSA which he has become aware of in his capacity as
auditor of the regulated entity. He may also communicate his opinion in relation to
any such matter. In each case the following conditions must be met: (1) the auditor
must be acting in good faith; (2) the auditor must reasonably believe the information or
opinion is relevant to any of the functions of the FSA.

Conduct of the audit
71. ISA (UK and Ireland) 250 Section B requires:

The auditor shall ensure that all staff involved in the audit of a regulated entity have an
understanding of:

@) The provisions of applicable legislation;
(b) The regulator's rules and any guidance issued by the regulator; and
(c) Any specific requirements which apply to the particular regulated entity,

appropriate to their role in the audit and sufficient (in the context of that role) to enable them
to identify situations which may give reasonable cause to believe that a matter should be
reported to the regulator. (paragraph 11)
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Understanding, commensurate with the individual's role and responsibilities in the
audit process, is required of:

. the provisions of the 2001 Regulations concerning the auditors' duty to report to
the regulator;

. the standards and guidance in ISA (UK and Ireland) 250 Section B, and in this
section of this Practice Note; and

. relevant sections of the FSA Handbook including the Principles for Businesses,
those provisions relating to the Threshold Conditions, and GENPRU and BIPRU
(which contain, amongst other things, the detailed prudential requirements for
capital and liquidity).

The auditor includes procedures within his planning process to ensure that members of
the audit team have such understanding (in the context of their role) as to enable them
to recognise potentially reportable matters, and that such matters are reported to the
audit engagement partner without delay so that a decision may be made as to whether a
duty to report arises.

An audit firm appointed as auditor of a regulated entity needs to have in place
appropriate procedures to ensure that the audit engagement partner is made aware of
any other relationship which exists between any department of the firm and the
regulated entity when that relationship could affect the firm’s work as auditors. (This
matter is covered in more detail in Appendix 2 of ISA (UK and Ireland) 250 Section
B). The auditor also requests the regulated entity to advise him when it appoints a
third party (including another department or office of the same firm) to review,
investigate or report on any aspects of its business activities that may be relevant to the
audit of the financial statements and to provide the auditor with copies of reports by
such a third party promptly after their receipt. This matter may usefully be referred to
in the engagement letter.

Closely linked entities

75.

76.

Where the auditor of a regulated entity is also auditor of a closely linked entity®, a
duty to report arises directly in relation to information relevant to the regulated entity
of which he becomes aware in the course of his work as auditor of the closely linked
entity.

The auditor establishes during audit planning whether the regulated entity has one or
more closely linked entities of which the audit firm is also the auditor. If there are such
entities the auditor considers the significance of the closely linked entities and the
nature of the issues that might arise which may be of material significance to the
regulator of the regulated entity. Such circumstances may involve:

33

An entity has close links with an authorised person for this purpose if the entity is a:
(a) Parent undertaking of an authorised person;

(b) Subsidiary undertaking of an authorised person;

(c) Parent undertaking of a subsidiary undertaking of an authorised person; or

(d) Subsidiary undertaking of a parent undertaking of an authorised person
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. activities or uncertainties within the closely linked entity which might
significantly impair the financial position of the regulated entity;

. money laundering and, if the closely linked entity is itself regulated:;

. matters that the auditor of the closely linked entity is intending to report to its
regulator.

Following the risk assessment referred to in paragraph 76, the auditor of the regulated
entity identifies the closely related entities for which the procedures in this paragraph
are necessary. The engagement team of the regulated entity communicates to the
engagement team of the selected closely linked entities the audit firm's responsibilities
to report to the FSA under the 2001 Regulations and notifies the engagement team of
the circumstances that have been identified which, if they exist, might be of material
significance to the FSA as regulator of the regulated entity. Prior to completion the
auditor of the regulated entity obtains details from the auditor of the closely linked
entity of such circumstances or confirmation, usually in writing, that such
circumstances do not exist. Where the closely linked entities are part of the inter-
auditor group reporting process these steps can be built into that process.

Section 343 of FSMA 2000 confers a similar protection on auditors when they report
information or opinions to the FSA to that of section 342 (considered above). This
enables the auditor to disclose to the FSA information of which he has become aware
in his capacity as the auditor of the closely linked entity, or his opinion on such
matters. Again two conditions apply: (1) the auditor must be acting in good faith; (2)
the auditor must reasonably believe the information or opinion is relevant to any of the
functions of the FSA.

No duty to report is imposed on the auditor of an entity closely linked to a regulated
entity who is not also auditor of the regulated entity.

In circumstances where he is not also the auditor of the closely linked entity, the
auditor of the regulated entity decides whether there are any matters to be reported to
the FSA relating to the affairs of the regulated entity in the light of the information that
he receives about a closely linked entity for the purpose of auditing the financial
statements of the regulated entity. If the auditor becomes aware of possible matters
that may fall to be reported, he may wish to obtain further information from the
management or auditor of the closely linked entity to ascertain whether the matter
should be reported. To facilitate such possible discussions, at the planning stage of the
audit, the auditor of the regulated entity will have considered whether arrangements
need to be put in place to allow him to communicate with the management and auditor
of the closely linked entity. If the auditor of the regulated entity is unable to
communicate with the management and auditor of the closely linked entity to obtain
further information concerning the matters he has identified he reports the matters, and
that he has been unable to obtain further information, direct to the FSA.

Information received in a capacity other than as auditor

81.

There may be circumstances where it is not clear whether information about a firm
coming to the attention of the auditor is received in the capacity of auditor or in some
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other capacity, for example as a general adviser to the entity. Appendix 2 to ISA (UK
and Ireland) 250 Section B provides guidance as to how information obtained in non-
audit work may be relevant to the auditor in the planning and conduct of the audit and
the steps that need to be taken to ensure the communication of information that is
relevant to the audit.

Discussing matters of material significance with the directors

82.

The directors® are the persons principally responsible for the management of the
regulated entity. The auditor will therefore normally bring a matter of material
significance to the attention of the directors subject to compliance with legislation
relating to “tipping off’ and seek agreement on the facts and circumstances. However,
ISA (UK and Ireland) 250 Section B, paragraph 13, emphasises that where the auditor
concludes that a duty to report arises, the auditor shall bring the matter to the attention
of the regulator as soon as practicable. The directors may wish to report the matters
identified to the FSA themselves and detail the actions taken or to be taken. Whilst
such a report from the directors may provide valuable information, it does not relieve
the auditor of the statutory duty to report directly to the FSA.

Timing of a report

83.

84.

The duty to report arises once the auditor has concluded that he reasonably believes
that the matter is or is likely to be of material significance to the FSA's regulatory
function.

The report should be made as soon as practicable once a conclusion has been reached.
Unless the matter casts doubt on the integrity of the directors this should not preclude
discussion of the matter with the directors and seeking such further advice as is
necessary, so that a decision can be made on whether or not a duty to report exists.
Such consultations and discussions are, however, undertaken on a timely basis to
enable the auditor to conclude on the matter as soon as practicable.

Auditors’ right to report to the FSA

85.

86.

In addition to the duty to report particular information, the auditor has a right to report
other information that is relevant to the functions of the FSA. S342 FSMA 2000
provides that no duty to which an auditor of an authorised person is subject shall be
contravened by communicating in good faith to the FSA information which he has
become aware of in his capacity as auditor of the regulated entity, or his opinion on
any such matter. As mentioned above, two conditions apply: (1) the auditor must be
acting in good faith; (2) the auditor must reasonably believe the information or opinion
is relevant to any of the functions of the FSA.

The scope of the duty to report is wide particularly since, under the FSA’s Principle
for Businesses 11 (and corresponding application rules and guidance in SUP15.3), an
authorised firm must disclose to the FSA appropriately anything relating to the
authorised firm of which the FSA would reasonably expect notice. However in
circumstances where the auditor concludes that a matter does not give rise to a
statutory duty to report but nevertheless should be brought to the attention of the

34

This term would include the senior management of branches of EEA or non EEA banks.
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regulator, in the first instance he advises the directors of his opinion. Where the auditor
is unable to obtain, within a reasonable period, adequate evidence that the directors
have properly informed the FSA of the matter, then the auditor makes a report
themselves to the regulator as soon as practicable.

Taking legal advice

87.

In considering when to report (or when a report to the FSA benefits from the
protection of FSMA, sections 342(3) and 343(3)*), an auditor may wish to take legal
advice. An auditor may wish to ensure, for example, that only relevant information is
disclosed and that the form and content of his report is such as to secure the protection
of FSMA 2000. Appendix 6 provides additional guidance on disclosure in the public
interest. This is relevant to both the auditor’s consideration of the right to report and
also where neither the right nor the duty to report exists — as is the case for EEA banks
without top up permissions. However, the auditor recognises that legal advice will take
time and that speed of reporting is likely to be important in order to protect the
interests of customers and/or to enable the FSA to meet its statutory objectives.

Formal bilateral meetings

88.

89.

90.

91.

Formal bilateral meetings between the FSA and auditors vary in frequency according
to factors such as the FSA’s assessment of systemic risk of the bank concerned.

The formal bilateral meeting is intended to provide a forum for frank one-to-one
discussions on issues of concern to either the FSA or auditor. The FSA does not,
however, expect auditors to make supervisory judgements nor, in the normal course of
events, does it expect to base its own supervisory judgements and decisions solely on
comments provided by auditors.

Although there is no requirement to produce an agenda for a formal bilateral meeting,
where the FSA has specific matters which it intends to discuss, it will, where possible,
communicate these to the auditor in advance. Similarly, the FSA will not, as a matter
of course, circulate minutes of the bilateral meeting to the auditor, although they may
provide a summary list of the main items covered. Auditors therefore consider taking
their own notes of the formal bilateral meeting (as explained below, the confidentiality
restrictions of FSMA 2000 generally prevent such notes being made available to the
bank although they can be shared with the FSA if the auditor considers a particular
discussion requires clarification).

The FSA expects auditors to participate fully in the bilateral meeting, and to discuss
views and impressions gained within the audit context as well as factual information.
Under sections 342 and 343 of FSMA 2000, auditors are protected from breach of their
duty of client confidentiality in communicating matters®® to the FSA provided that they
do so 'in good faith' and reasonably believe that the information or opinion is relevant
to any functions of the FSA. In appropriate cases, the auditor may consider obtaining
legal advice on the application of this provision. In general terms, it is not essential

35
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Allowing the auditor to report notwithstanding any duty, such as confidentiality, to which the auditor is
subject.

Specifically, information on a matter which the auditor has or had become aware of in his capacity as
auditor of the authorised person, or his opinion on such a matter.
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that conclusive evidence is available to support an opinion expressed in a bilateral
meeting but, in communicating matters 'in good faith’, the auditor:

(@) reports facts in a balanced manner and without selectivity or bias; and

(b) expresses any opinions in a neutral and responsible manner, making clear that
they are opinions and not facts and explaining the basis for them,

and the auditor’s actions must be without malice. In addition, general law provides
protection in certain circumstances for disclosing certain matters even where a duty of
confidence exists to a proper authority in the public interest.*’

Auditors are bound by the confidentiality regime of FSMA 2000 in respect of
confidential information®* communicated to them by the FSA. Under that regime,
where confidential information is disclosed to a person by the FSA the information
may not be disclosed by that person to any other person unless the requirements of
FSMA 2000 are complied with (including to the bank).

In practice, the auditor obtains the express consent of the FSA to any onward
disclosure of confidential information. This is because normally the consent of the
person who provided the information to the FSA, and, if different, the person to whom
the information relates is needed before the information may be disclosed. Some
information communicated by the FSA to the auditor will relate only to the bank but
many matters discussed may be relevant also to other parties, such as customers or
employees. Also, where the FSA has received information which it communicates to
auditors and reporting accountants from another regulator or in a capacity other than as
banking supervisor, there may be other restrictions on disclosure.

The auditors can, however, disclose to the bank information which the auditor has
communicated to the FSA during the bilateral meeting (except where to do so would
have the effect of disclosing information communicated by the FSA). If the auditor is
uncertain about whether particular information can be communicated to the bank, the
auditor considers, for the avoidance of doubt, seeking the consent of the FSA.

Matters communicated by the FSA during the bilateral meeting may be conveyed by
those representatives of an accounting firm who were present at the meeting to other
partners, directors and employees of the firm who need to know the information in
connection with the firm's performance of its duties as auditor without the FSA's
express permission.

37
38

39

Case law provides for when this defence is available, which is not considered in this Note.

In Part 23, and in the Financial Services and Markets Act 2000 (Disclosure of Confidential Information)
Regulations 2001 (S.I. 2001/2188).

“Confidential information” within the meaning of section 348 of the Act. Note that this is broadly defined
(and much broader in scope than information to which a private law duty of confidence would attach), for
example, including information relating to the business or affairs of any person or was received by the FSA
for the purposes of, or in the discharge of, any of the FSA’s functions.
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Other periodic meetings with the FSA

96. In addition to the formal meetings with the FSA outlined above, the auditor may be
involved in other discussions with the FSA on either a trilateral or bilateral basis.
Examples include:

. meetings with the FSA during the risk assessment phase of the supervisory
process (often called the “Arrow visit”);

. presentations by the FSA on the results of its risk assessment of a particular
bank and the resulting supervisory programme;

. ad hoc meetings to discuss matters communicated to the FSA by the auditor
under the right or duty to report (as discussed above).

97. The normal protections and confidentiality restrictions apply to these meetings in the
same way as to formal bilateral meetings.
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ISA (UK and Ireland) 300: Planning an Audit of Financial Statements
Objective

The objective of the auditor is to plan the audit so that it will be performed in an effective
manner. (paragraph 4)

The auditor shall establish an overall audit strategy that sets the scope, timing and direction
of the audit, and that guides the development of the audit plan. (paragraph 7)

The auditor shall develop an audit plan that shall include a description of:

(@)
(b)

(©)

98.

99.

The nature, timing and extent of planned risk assessment procedures, as determined
under ISA (UK and Ireland) 315.

The nature, timing and extent of planned further audit procedures at the assertion level,
as determined under ISA (UK and Ireland) 330.

Other planned audit procedures that are required to be carried out so that the
engagement complies with ISAs (UK and Ireland). (paragraph 9)

Matters the auditor of a bank or building society may consider as part of the planning
process for the audit of the financial statements include:

. the nature and scope of the entity’s business;

. the extent of head office control over networks of branches;

. the entity’s relationships with the FSA and any other regulators;

. changes in applicable laws, regulations and accounting requirements;
. the need to involve specialists in the audit;

. the extent to which controls and procedures are outsourced to a third-party
provider; and

. issues relating to the auditor’s statutory duty to report.

Guidance on the first four of these matters is set out in the section on ISA (UK and
Ireland) 315 “Identifying and assessing the risks of material misstatement through
understanding the entity and its environment” below. Considerations in relation to the
other matters in planning the audit are:

. the nature and complexity of banking business increases the likelihood that the
auditor may consider it necessary to involve specialists in the audit process. For
example, the auditor may wish to utilise the work of an expert in the valuation of
derivative and other financial instruments not traded in an active market. The
auditor considers the need to involve such specialists at an early stage in
planning their work. Where such specialists are to be used, they may be involved
in the development of the audit plan and may take part in discussions with the
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management and staff, in order to assist in the development of knowledge and
understanding relating to the business;

the auditor considers the implications of the outsourcing of functions by the
entity, and the sources of evidence available to the auditor for transactions
undertaken by service organisations in planning the audit work. This may
include the outsourcing of certain functions, such as the IT function; and

issues relating to the auditor’s statutory duty to report include the adequacy of
the audit team’s understanding of the law and the identification of closely linked
entities.
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ISA (UK and Ireland) 315: Identifying and Assessing the Risks of Material
Misstatement Through Understanding the Entity and its Environment
Objective

The objective of the auditor is to identify and assess the risks of material misstatement,
whether due to fraud or error, at the financial statement and assertion levels, through
understanding the entity and its environment, including the entity’s internal control, thereby
providing a basis for designing and implementing responses to the assessed risks of material
misstatement. (paragraph 3)

100. Banks and building societies can be complex and the auditor seeks to understand the
business and the regulatory regime in which they operate. Generally, there is a close
relationship between planning and obtaining an understanding of the entity and the
control environment, which is covered more fully below.

The auditor shall obtain an understanding of the following:

(@) Relevant industry, regulatory, and other external factors including the applicable
financial reporting framework. (Ref: Para. A17-A22)

(b) The nature of the entity, including:
(i) its operations;
(if) its ownership and governance structures;

(i) the types of investments that the entity is making and plans to make, including
investments in special-purpose entities; and

(iv) the way that the entity is structured and how it is financed

to enable the auditor to understand the classes of transactions, account balances, and
disclosures to be expected in the financial statements. (paragraph 11)

101. In assessing the nature and scope of the business and its control environment, the
auditor may consider:

. The entity’s strategy, risk appetite and capital and liquidity resources and how it
manages tensions that are likely to exist between them (for example an entity’s
strategic ambition may require an appetite for risk that those in charge of
governance regard as imprudent or strain capital and liquidity too far);

. The products it uses and its strategies for making money from them. An auditor
might seek to understand how the entity monitors returns on these products and
then check that these are reasonable in the light of returns in the rest of the
market;

. How the entity is governed and whether it complies with FSA requirements and
best practice;
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. The quality of the entity’s risk analysis and whether there are risks that are not
properly analysed and controlled,;

. The views of the regulator about the entity;

. The tone set by senior management and those in charge of governance, the
quality of what is reported to them and their consequent ability to run the
business;

. The quality of controls and in which locations or functions there may be
weaknesses.

In making this assessment the auditor considers gathering information from as wide a
range of sources as possible in order to compare one source against another for
consistency. In particular it can be important to interview business and front office
staff as well as back office and finance staff in order to get a full appreciation of the
entity’s activities.

For the largest institutions, the FSA intends to meet the auditor at an early stage in the
financial reporting process and identify areas where there may be concerns over key
areas of accounting judgment and perceived areas of risk. These meetings take place
at least once a year and could cover areas such as fair value estimates and provisions
for impairment.

When performing procedures to obtain an understanding of the entity, the auditor
considers:

. the relative importance to the entity of each of its business activities*’. This
includes an understanding of the type and extent of specialised activities, for
example:

. derivatives and other complex trading activities (where both
documentation, accounting and valuation aspects can be difficult);

. trade finance, invoice discounting and factoring (where the
documentation used can be complex and highly specialised); and

. leasing (where there are particular accounting issues, especially relating
to income recognition);

. the introduction of new categories of customers, or products or marketing and
distribution channels;

. the relevant aspects of the entity’s risk management procedures;

. the complexity of the entity’s information systems;

40

The auditor of a building society is aware of the BS Act 1986 statutory and the FSA regulatory limitations
on funding, lending and treasury activities and considers whether the continuing activities of the society
are, for example, within the restrictions of section 9A of the BS Act 1986 and are compliant with the
limitations within the society’s treasury approach see BSOCS 4 and paragraphs 20-26 of this Practice Note.
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. the legal and operational structure of the entity.

. a change in the market environment (for example, a marked increase in
competition);

. the complexity of products;

. the consistency of methods and operations in different departments or locations;
and

. the respective roles and responsibilities attributed to the finance, risk control,
compliance and internal audit functions.

Many banks and UK banking groups are managed globally on product/business lines
rather than focused around legal structure. Such 'matrix management' structures
typically involve local reporting (often on a legal entity basis) on operational and
compliance matters; and business/product based reporting (often globally) of activities
undertaken. In addition, global trading activities may mean that transactions are
entered into in one location but are recorded in another; it may even be the case that
they are controlled and settled in a third location. Furthermore, parts of a bank’s
operations may be undertaken through special purpose entities which may have
structures and features that can mean they are excluded from financial statement
consolidation. Given these factors, the auditor gains an understanding of how and
where transactions are undertaken, recorded and controlled, in order to plan the audit.
Further guidance on particular matters arising in the audit of banking groups is given
in the section on ISA (UK and Ireland) 600 in this Practice Note.

Many banks and building societies operate a network of branches. In such instances,
the auditor determines the degree of head office control over the business and
accounting functions at branch level and the scope and effectiveness of the entity’s
inspection and/or internal audit visits. The extent and impact of visits from regulators
is also relevant. Where branches maintain separate accounting records, the extent of
audit visits and work on each branch is also dependent on the materiality of, and risks
associated with, the operations of each branch and the extent to which controls over
branches are exercised centrally. In the case of smaller branche